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SUMMARY A N D CONCLUSIONS 
N o enterprise is more important to more people than the 
business of government today. A n d few undertakings have 
more troubles or deeper financial problems. 
Accounting and financial reporting practices were not the 
root cause of the financial problems of certain city govern-
ments which have attracted great interest and concern. Stil l , 
one of the results has been to focus attention on the opportu-
nity for improvements that w i l l enhance public understand-
ing and confidence in their financial reports. 
We urge that the diverse elements which have a stake i n 
improved accounting and financial reporting for state and 
local governments work together to achieve many improve-
ments: 
In the short run: 
• Fix the responsibility for establishing authoritative ac-
counting principles and financial reporting standards i n 
a single public body responsive to all participants in this 
major segment of our economy but responsible solely to 
the users of reports. The Financial Accounting Stand-
ards Board, in our v iew, best meets this challenge. 
• Recognize the need for and contribute to the develop-
ment of understandable public reports. 
• A d o p t practices which utilize accrual accounting to pro-
vide more consistent and realistic data relating revenues 
to expenses; and, recognize the financial implications of 
leases. 
In the longer run: 
• Establish practices for depreciation accounting where it 
w i l l enhance the usefulness of reported data. 
• Determine standard practices for computing, recording 
and presenting pension costs and liabilities. 
• A d o p t practices which accommodate the reporting of 
budget performance on a basis consistent w i t h financial 
data presented on an accrual concept. 
• Undertake interim public reporting. 
• Emphasize the development of useful measurement ob-
jectives. 
• Address the need for improvements i n other areas. 
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Some of the changes we suggest are controversial and may 
have great impact because they are so much at variance with 
present practice, e.g., as to pension costs and liabilities. In 
these cases, however, we advocate the necessary research 
and discussion required to reach a consensus. 
In all cases, it is vital to act on the certainty that accounting 
and financial reporting must serve users of the data—and 
must not dictate theoretical or inapplicable solutions bor-
rowed from other environments. Finally, the user is the 
public—and must be served. 
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INTRODUCTION 
The diversity and importance of state and local 
governments* is difficult to overestimate; an estimated 39,000 
units of state and general local government are involved; 
estimated revenues were i n excess of $181 bil l ion** (1975), 
exclusive of Federal contributions of more than $59 billion. 
Despite all those dollars, the economic, social and political 
problems of the cities and other governmental units are the 
focus of much dismal news and widespread worry today. 
Adequate accounting and understandable financial reporting 
w i l l not solve those problems; however, responsive financial 
data made available on a timely basis is essential to their 
evaluation, as wel l as to progress i n their solution. 
There is an undeniable need for improvement i n the qual-
ity of the data available on many operations i n the public 
sector, a need for more articulate and understandable presen-
tations of financial data on such operations, and a need for 
increased discipline to assure that established standards are i n 
fact followed. Finally, there is a critical need to fix responsibil-
ity for determining authoritative accounting principles and 
reporting standards, including adequate disclosure. 
We believe lasting progress can only be attained through 
the joint efforts of the many forces (and leaderships) respon-
sible for decision-making i n the public interest. There is no set 
of simple and easy answers. Rather, the objectives should be 
to clarify the issues and to stimulate rapid progress toward 
adequate accounting and reporting for dynamic and expand-
ing local governments. 
*Although developments in accounting and reporting for state 
and local government have tended to focus on municipalities over 
the years, the scope of this paper is intended to include states, 
counties, townships, school districts, special districts and other 
entities involved in the entire governmental spectrum other than 
Federal. 
**This includes school districts, townships and special districts. 
(Table 2, p. 6, Significant Features of Fiscal Federalism 1976-1977 Edi-
tion, Vol. II—Revenue and Debt, ACIR, Wash. D. C , March 1977.) 
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USER NEEDS 
The list of users who need data on the operations and 
financial position of governmental units has one unique and 
critical dimension, namely, the current and prospective citi-
zens of the community, including corporate members, being 
served and taxed. Other users include investors and cred-
itors, management (elected and appointed) and employees 
and their representatives. However, the citizen is, i n a sense, 
both an investor and a creditor: an investor because of his 
private financial stake in the community and a creditor be-
cause he is a captive (tax-paying) underwriter of the entity's 
operations, and, of course, he may also o w n some of its 
bonds. Today, the citizen wants facts, and perspective, which 
are difficult to f ind. It is no stretch to say that many responsi-
ble citizens are disenchanted. 
A s in other environments, user groups have varying 
needs, and varying depths of interest i n specific elements of 
the total picture. However, all users need the overview pro-
vided by an understandable single set of integrated financial 
statements as a point of departure from which to pursue their 
specific interests. A n d all users want to know that the state-
ments are credible. The best assurance of credibility is that 
generally accepted accounting principles have been em-
ployed and that compliance wi th reporting standards, i n -
cluding disclosure, have been attested to by an independent 
auditor. 
Present financial reporting practices meet many of the 
perceived needs, especially statutory and budgetary 
compliance—but not all needs. Generally, criticism has cen-
tered on the lack of emphasis on understandability (for those 
not expert i n governmental accounting) and the failure to 
present a single set of integrated statements suited to the 
citizen reader. The truth is that all of the elements involved i n 
financial statements are important and should be presented i n 
appropriate perspective. 
In the commercial wor ld certain common measurements, 
such as profits, earnings per share and return on invested 
capital—although imperfect—are an accepted means of 
communicating results. Comparable measures have not been 
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identified and accepted for the financial data of governmental 
units. 
Measuring the variety of services rendered by governmen-
tal units, including the all important question of quality, is 
difficult. Nevertheless, we believe governmental units should 
seek to enhance the usefulness of financial reporting by i n -
corporating related statistical measures developed under dis-
ciplined systems comparable to the standards now associated 
wi th financial data. There are real opportunities for specific 
improvements in accounting principles and financial report-
ing standards, including disclosure; we address these oppor-
tunities i n greater detail later i n this paper. 
THE RESPONSIBILITY FOR AUTHORITATIVE 
STANDARDS 
T H E P R O B L E M 
In our view, efforts i n formulating standards for account-
ing and financial reporting eventually succeed or fail through 
public acceptance, and the public criteria are objectivity, clar-
ity, usefulness and timeliness. Accordingly, we believe little is 
to be gained by focusing the current discussion, as seems 
fashionable at the moment, on whether existing governmen-
tal standards are deficient because they differ from those 
established for business enterprises. Similarly, we consider it 
fruitless to rationalize the continuation of existing deficiencies 
primarily on the philosophical point that government is dif-
ferent. The choice always should be what makes sense and 
best serves users, i.e., economic validity i n reporting (1) the 
cost of delivering current services, (2) existing and projected 
financial obligations, and (3) the sources and extent of the 
resources available. 
Further, to satisfy current public demands for objective 
stewardship reporting, and to compete effectively i n obtain-
ing funds i n the marketplace, we believe it essential that state 
and local governmental units follow accounting principles 
and financial reporting standards established by a single au-
thoritative body rather than a number of quasi-authoritative 
bodies. 
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O R G A N I Z A T I O N S N O W I N V O L V E D 
The pioneer organization i n formulating standards has 
been the Munic ipal Finance Officers Association ( M F O A ) , 
which undertook this task in 1934 through its National C o m -
mittee on Munic ipal Accounting, and which was broadened 
i n membership and given greater independence i n 1974 when 
reconstituted as the National Counci l on Governmental 
Accounting ( N C G A ) . 
The American Institute of Certified Public Accountants 
(AICPA) , also beginning i n 1934, has contributed to the for-
mulation of governmental standards largely by providing 
guidance to its members on the function of the independent 
auditor. In addition, many A I C P A members have contributed 
extensively to the M F O A - N C G A effort over the past 40 years. 
Some states have developed standards to carry out statu-
tory mandates for supervision of local governmental financial 
functions. Also , bond ordinances i n some instances provide 
specific accounting and auditing requirements. 
In more recent years Federal agencies have entered the 
arena because of their stewardship of Federal program funds 
made available to states and local governments, including 
grants, contracts and revenue sharing. A notable example is 
"Standards for A u d i t of Governmental Organizations, Pro-
grams, Activities and Functions," published by The C o m p -
troller General of the United States i n 1972. 
M a n y other professional organizations have contributed: 
the Institute of Internal Auditors , the Association of Govern-
ment Accountants, the American Accounting Association 
and the National Association of Accountants. Sti l l other pro-
fessional groups are involved because of the diverse institu-
tions, such as hospitals, schools, universities and public 
utilities, operated by state and local governments. 
The several elements of the financial community that sup-
ply access to the marketplace for fund raising have contrib-
uted to reporting and disclosure standards, both directly and 
indirectly. Public interest groups representing states, cities, 
counties and relevant advisory bodies have an undeniable 
interest and a contribution to make. 
More recently the Congress has expressed an explicit i n -
terest, and if pursued to the point of legislation, w i l l likely 
define a role for the Securities and Exchange Commission. 
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H O W T O E N H A N C E P R O G R E S S 
Selection of the organizational vehicle best designed to 
formulate accounting principles and financial reporting 
standards i n this complex wor ld is not easy, but it is critical. 
We believe the overriding criteria must be an independent 
body solely responsible to the users of reports, including 
other governmental units. Other essential characteristics i n -
clude a staff adequate to accomplish research, and an ability to 
deal i n a timely fashion w i t h ongoing problems. When diverse 
interests fail to solve mutual problems that require solutions, 
the traditional answer is to turn to the Federal government. 
We urge action to avoid this result. 
Drawing upon experience and after assessing the envi-
ronment we live in today, we conclude that the best choice is 
clearly the Financial Accounting Standards Board (FASB). 
We recognize that the F A S B has not at this time directly 
addressed itself to the governmental sector. Further, as 
documented i n its recent statement entitled "Tentative C o n -
clusions on Objectives of Financial Statements of Business 
Enterprises" (Introduction), the Board has reached no conclu-
sion as to the applicability of its pronouncements to the gov-
ernmental sector. Nonetheless, independent auditors bound 
by pronouncements of F A S B , are applying them judiciously 
in a number of situations to municipalities and other local 
governmental units, but not necessarily consistently. 
We are aware that assuming the responsibility for for-
mulating authoritative accounting principles and financial 
reporting standards for state and local governmental organi-
zations, like determining the applicability of past or future 
pronouncements, w o u l d require planning as to timing and 
probably a reassessment of the character and availability of 
the FASB's resources. We believe it w o u l d be presumptuous 
of someone other than the Board and those closely associated 
with its operations to attempt to reach definitive conclusions 
on such matters. However, F A S B does have the basic struc-
ture and tools. A n d it provides a viable alternative to Federal 
domination, should the Congress apply certain aspects of the 
Federal securities statutes to the fund raising activities of state 
and local governments. 
We w o u l d anticipate a strong and continuing role for 
M F O A and N C G A , as wel l as others, i n conjunction w i t h 
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F A S B . Not only would M F O A and N C G A have a primary 
leadership role i n focusing attention and presenting view-
points on the continued flow of governmental problems to the 
F A S B for final disposition; of equal importance, they would 
have the opportunity to give continued leadership across the 
entire financial management spectrum. 
SPECIFIC ACCOUNTING A N D REPORTING ISSUES 
The unending demand for resources which drives state 
and local governments to compete for an increasing share of 
funds available i n the market place also creates a vital neces-
sity for public confidence in those governments. The results of 
governmental activities—and the financial implications 
—must be appreciated by the public, and that means public 
understanding must be enhanced. 
Thus, we urge vigorous pursuit of improved accounting 
and reporting standards. Objectives must be defined, and 
issues resolved. Certain issues are ripe for resolution now, 
notwithstanding a possible change i n the framework for es-
tablishing standards. For other issues the path of constructive 
change is less clear, and longer range efforts seem warranted. 
ISSUES T O R E S O L V E N O W 
Public Reporting 
The time has come for state and local governments to 
present a single set of integrated, overall financial statements. 
The statements should be based on accounting principles 
embodying essentially a ful l accrual concept and designed to 
reflect economic reality—they should show the cost of the 
services rendered for a given period. (Some specific points are 
developed later i n this text.) They should present (1) financial 
position, (2) revenues and expenses* and (3) changes in cash 
position, along with other elements to adequately summarize 
all significant changes in financial position. Summary data on 
*The term "expenses" as used in this text means charges in-
curred, whether paid or not, for operations, maintenance, interest 
and other similar items, applicable to activities of the period being 
reported upon. 
8 
cash activity and the resulting change i n cash position has 
particular significance in public sector operations. 
A high priority should be assigned to developing under-
standable terminology and formats w h i c h taxpayers and 
other users w i l l f ind informative, e.g., as to debt obligations 
and the sources and timing of debt service capability. We 
encourage innovative efforts to communicate financial data to 
those not expert i n traditional governmental presentations 
during a brief exploratory period leading to established stan-
dards. We think the effort is warranted because of the impor-
tant differences in objectives between profit oriented organi-
zations and governmental units—whose sole mission is to 
deliver public services. 
Similarly, we believe it is important to distinguish general 
governmental operations responsible for myriad taxpayer-
supported services from those designed to relate revenue 
from beneficiaries wi th the costs of such services, e.g., water 
and sewer services, and improvement benefits, so that the 
financial results of one type of activity w i l l not be obscured by 
others. Al though alternatives i n the presentation of such data 
are worthy of exploration, we believe a two column presenta-
tion designed to distinguish general governmental operations 
from other types of activity, work ing to a third column total, 
w i l l prove the more understandable alternative to the greater 
number of users. 
The presentation of comparative data is an established 
financial reporting standard w h i c h we endorse and perceive 
not to be an issue. We believe reporting of performance 
against an approved budget is an essential goal, but there are 
problems to be resolved (and they are discussed i n a later 
section). 
Adequate disclosure and accompanying notes, of course, 
are established standards for public reporting and have been 
treated i n considerable detail i n many publications.* 
However , because of past deficiencies, and as a part of the 
continuing effort to improve the quality of data reported, 
there is a need to emphasize compliance w i t h standards. 
* A notable example is "Disclosure Guidelines for Offerings of 
Securities by State and Local Governments," issued by M F O A in 
December, 1976. 
Consistent Accounting and Reporting Practices Involving 
Accrual versus Cash Data in Presentations 
Consistency in the use of the accrual versus the cash basis 
in presentations w i l l enhance the quality of financial data 
reported by governmental units. We believe this requires the 
establishment of more definitive standards for the determina-
tion of certain elements of revenue and expenses than are 
perceived to exist today. O u r views on some of the more 
significant points follow: 
• Revenues derived from property and income taxes 
should be accrued for the period in which services w i l l 
be rendered. Revenues from other taxes, grants, con-
tracts, and revenue sharing should be accrued when 
earned. Estimates should be used if need be. For exam-
ple, the application of the test of cash availability for 
certain elements, such as sales taxes, seems to suggest 
cash basis accounting and, i n our view, can produce an 
inconsistency which dilutes the accrual concept if the 
amounts are material (perhaps because of rate changes, 
or new legislation). 
The timing of levies on property and on income is 
believed to be structured to avoid the need for signifi-
cant year-end accrual estimates i n many situations. 
Conventional wisdom has long suggested the cash basis 
for self-assessed income taxes because of the difficulty 
i n making precise estimates and also to avoid the ques-
tion of credibility i n a political environment. We believe 
this is not a major issue, because of the t iming cycle, but 
the question should be re-examined if the accrual con-
cept would produce significantly different results. 
• Expenses should be related to the period i n which 
services are delivered using a consistent accrual con-
cept. In terms of economic validity this means estimates 
for vacation (leave) and sick pay, w h i c h represent legal 
obligations (statutory or contractural), should be ac-
crued during the period i n which such costs are 
incurred—and the liability should be recorded. 
Similarly, realistic pension cost estimates applicable 
to the current period should be accrued as an expense. 
Problems i n computing such estimates are discussed i n 
the next section of this text. 
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• Accounting for leases used to acquire facilities for general 
governmental purposes should ordinarily follow prac-
tices comparable to those stated i n F A S B Statement 13 
issued i n December, 1976. A s always, economic validity 
communicated to the users of financial reports is the 
ultimate test. 
I S S U E S T H A T N E E D R E S E A R C H A N D D E F I N I T I O N 
Fixed Assets and Related Depreciation 
Depreciation accounting for governmental units has long 
been a controversial subject because of the traditional devia-
tion from principles established for business enterprises. 
Again , the ultimate test should be the usefulness of the finan-
cial data to users rather than whether practices are similar to 
or different from standards established for business enter-
prises. (There has never been a controversy about recording 
depreciation for business-type enterprises operated by gov-
ernmental units, e.g., public utilities.) 
Thus, we believe that existing depreciation accounting 
standards established for the general operations of govern-
mental units should be reexamined and revised. The goal 
should be a consensus on depreciation accounting stand-
ards. The following several steps, which are far from all-
inclusive, should be undertaken promptly: 
(1) Develop an agreed upon classification of long-lived 
assets which w o u l d identify and relate the significance 
of the types of assets involved to the program pur-
poses they serve. To illustrate, an investment in labor 
saving equipment obviously has significantly different 
ongoing program cost implications than the invest-
ment required to construct public works projects, e.g., 
an underground drainage system. 
(2) Review the program classifications used to present 
expenses, and identify those i n which costs would be 
significantly affected if depreciation were a cost ele-
ment; also identify those i n which the enhancement of 
the quality of the data presented w o u l d be marginal or 
meaningless. 
(3) Identify those programs where the recovery of cost 
from sources such as grants, contracts and inter/intra 
governmental service arrangements necessitates de-
preciation accounting. 
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(4) Identify those situations, if any, i n which effective 
stewardship requires the recording of the asset but no 
useful purpose w o u l d be served by depreciation 
accounting. This process w o u l d assist i n determining 
practical criteria to distinguish useful property inven-
tory accounting from long-lived assets accounting. 
We concur that the thrust of depreciation accounting i n the 
governmental environment can best be viewed primarily as 
an allocation process rather than an asset evaluation process. 
However, if depreciation is ignored, presenting assets i n i n -
tegrated financial statements amounts to little more than a 
recitation of prior expenditures during an indeterminate time 
period. 
We believe that the burden of developing persuasive logic 
should rest upon those who w o u l d limit the application of a 
full accrual concept. The practical problems of timing the 
introduction and implementation of a new standard would be 
worthy of most careful consideration. 
Practices for Computing, Recording and Presenting 
Pension Costs and Liabilities 
Pension costs are frequently cited as perhaps the greatest 
single deficiency in the financial data presented by govern-
mental units. It seems clear that ful l accrual accounting would 
have a great impact on the financial data presented on pen-
sion costs and obligations by many governmental units. For 
this reason, and because of the diversity in benefits and ar-
rangements, e.g., participation i n state plans, as wel l as pres-
ently perceived deficiencies i n financial presentations, we 
believe extensive consideration is essential before finalizing 
accounting and reporting standards for pension costs and 
liabilities. 
Established standards for business enterprises have been 
extensively considered. Thus, we believe the practices em-
bodied i n Opin ion N o . 8, Accounting Principles Board of the 
A I C P A (issued i n November, 1966) for computation and pre-
sentation of pension costs and liabilities provide a minimum 
standard and a logical point of departure. Addit ional research 
appears warranted because of the labor intensive nature of 
most governmental units and the relatively recent surge i n 
benefits. 
We concur i n the generally acknowledged position that 
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the funding of pension obligations is separable from the ac-
counting therefor, except, of course, as to the determination 
of unfunded liability. We also concur i n the necessity and 
importance of adequate disclosure, particularly as to funding, 
but ful l disclosure is not a substitute for adequate accounting. 
A s wi th other departures from generally accepted applica-
tions of the accrual concept, we believe the burden of that 
logic should rest upon those who would l imit its application. 
Consistency in Presentation of Budget Projection and Performance 
Data with Related Financial Reports Prepared in Accordance with 
the Accrual Accounting Concept 
The need to relate budget projections w i t h performance 
data on an accrual basis is inescapable if financial reporting for 
governmental units is to be adequate and understandable. 
However, we recognize that implementing this standard w i l l 
be most difficult. Such an achievement is perceived to require 
legislative action in many instances and, perhaps more impor-
tantly, a reorientation i n a long established and traditional 
relationship involving (a) budgetary and funding patterns 
based on cash accounting concepts, (b) the inherent arbitrary 
characteristics of a fiscal year, and (c) the not unimportant 
problem of the transfer of authority from one group of elected 
officials to their successors i n a political environment. 
We urge that the necessary research and definition be 
aggressively pursued by the leadership of the organizations 
involved i n the establishment of standards. In this instance, 
there is little private-sector experience (either conceptual or 
practical) on how to overcome the problems unique to gov-
ernmental units. 
Interim Reporting 
The need for public interim reports based on the improved 
standards proposed for year-end reporting and consistent 
wi th those reports is overwhelming; this w i l l undoubtedly 
become a requirement. A g a i n , the implementation problems 
w i l l be most challenging—perhaps more so than i n the private 
sector. In our view, governmental units have largely ignored 
this real need. 
We urge early attention to developing guidelines which 
can, after limited experience, become the basis of standards. 
These guidelines w i l l necessarily deal wi th such matters as 
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accrual of interest on debt and accrual estimates of 
re venue. The latter are of less significance i n year-end report-
ing because of the opportunities for cyclical synchronization 
of items such as tax levies and collections and debt service 
requirements wi th the end of the reporting period. 
Useful Measurement Objectives 
In almost every form of human endeavor there is a con-
stant search for useful measurements, imperfect as they may 
be. These range from batting averages i n baseball to earnings 
per share i n the corporate wor ld . We believe the same need 
exists i n the complex world of state and local government for 
each of the varied user groups. 
For the taxpayer, the data i n financial reports on general 
governmental operations w o u l d be more meaningful if pro-
gram costs were related to demographic and other relevant 
data, e.g., number of households served. For school systems, 
a per-pupil cost is often quoted, although it is probably not 
uniformly computed. For internal management purposes, de-
tailed indices on productivity are being developed i n many 
segments of government, and trends i n productivity would 
also be a useful measure of progress for public reports. 
We urge that management, i n concert w i t h outside profes-
sional organizations and public interest groups, mount a re-
search effort to develop measurement objectives and the 
analytical means of measurement. Ideally, these systems w i l l 
parallel the financial data systems. For example, the signifi-
cance of an increase i n property tax revenue can be better 
understood if the analysis shows the extent of any increase in 
the tax base, the impact of higher assessed values, and any 
change i n the rate. 
We are, of course, aware that much effort has been de-
voted to the development and gathering of statistical data 
applicable to state and local governmental operations, includ-
ing common definitions which have emerged. However, to 
reach the goal of improved reporting, the task is to select the 
data best suited to useful measurements i n association with 
financial data. The next steps are to accept definitions that can 
eventually become the basis for standards and to apply the 
disciplines necessary i n gathering and presenting the data. 
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Other Issues 
Other issues merit early consideration, and some are now 
on the agenda of one or another of the groups striving to 
contribute. A m o n g these problems to be solved are: 
• Grant accounting practices, which should be defined to 
distinguish capital from income. More definitive deter-
mination of acceptable practices in establishing reserves 
for disallowances is needed i n those situations where 
costs and/or compliance wi th specific requirements is 
subject to post performance review and related financial 
settlements. 
• Practices in accounting for refunding of debt, including 
advanced refunding, where the accounting should be 
made consistent to avoid unnecessary disparity in the 
reporting. 
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A N ACTION RECAP 
We urge that the diverse elements w h i c h have a stake i n 
improved accounting and financial reporting for state and 
local governments work together to achieve many improve-
ments: 
In the short run: 
• Fix the responsibility for establishing authoritative ac-
counting principles and financial reporting standards in 
a single public body responsive to all participants in this 
major segment of our economy but responsible solely to 
the users of reports. The F A S B , in our view, best meets 
this challenge. 
• Recognize the need for and contribute to the develop-
ment of understandable public reports. 
• A d o p t practices which utilize accrual accounting to pro-
vide more consistent and realistic data relating revenues 
to expenses; and, recognize the financial implications of 
leases. 
In the longer run: 
• Establish practices for depreciation accounting where it 
w i l l enhance the usefulness of reported data. 
• Determine standard practices for computing, recording 
and presenting pension costs and liabilities. 
• A d o p t practices which accommodate the reporting of 
budget performance on a basis consistent wi th financial 
data presented on an accrual concept. 
• Undertake interim public reporting. 
• Emphasize the development of useful measurement 
objectives. 
• Address the need for improvements i n other areas. 
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EPILOGUE 
The user is the public—and can be wel l served. 
